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I. INTRODUCTION
Small-scaleandHO\lseholdManufacturingIndustrycancontributetoeconom-
ic developmentby providingemployment;creatingjobs with low capitalcosts;
buildingupareservoirof skilledilndsemi-skilledlabour;red\,cingincomedisparities
assmall-scalemanufacturingis widespreadandnotconcentratedinanyspecificarea
or region;developingindigenoustechnology'andraisingsavingandinvestment
withinthecountryratherthanbeingdependenton externalsources.Small-scale
manufacturingis alsoa potentialbreedingroundfor thedevelopmentof entre-
preneurialtalentwhichis of greatimportancein acceleratingthedevelopmental
process.
In Pakistan,theimportanceof thesmall-scalemanufacturingindustryhasnot
beengivenits duerecognition.Thevariousfive-yearplansmentionsmall-scale
industrybutfocustheirmainattentionin otherareas.Forexample,toquot<efrom
theFirstFive-YearPlan(1955-60):
':Smallindustrieshavespecificontributionsto maketo economicdevel-
opment.In thefirstplaceit cancontributeto theoutputof neededgoods
withoutrequiringtheorganizationof largenewenterprisesortheuseofmuch
foreignexchangeto financetheimportof newequipment.Secondly,it can
provideopportunitiesforemploymentbeyondthenarrowboundariesofurban
centres.Finally,ashistoryshows,it canperformanimportantfunctionin
promoting rowth,providinga traininggroundfor managementandlabour
and spreadingindustrialknowledgeoverwide areas". (Governmentof
Pakistan,FirstFive-YearPlanp.473).
Statementsin asimilarveinrelatingtosmall-scalemanufacturingwererepeated
in thesuccessivefive-yearplans.
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Notwithstandingthefactthatsmall-scaleindustryhasnotbeengivenasignifi-
cantroleto playin thecountry'seconomicdevelopment,thissectordoescontribute
greatlyto valueaddedin themanufacturingsector(26 percent)to GNP(5.3per-
cent)andto totalexports(18percent)(Governmentof Pakistan,EconomicSurvey
1987-88).Tables1 and2 areself-explanatorydealingwithgrowthratesbetween
large-scalemanufacturingandsmall-scalemanufacturing.It is clearthatforthelast
fouryears,small-scalemanufacturinghasbeengrowingsteadilyandatagreaterrate
thanlarge-scalemanufacturing.Table2 givestheshareof differentmanufacturing
industriesinvalueaddedandemployment.
Giventhecontributionthatsmall-scaleindustrymakestothenationaleconomy,
theobjectiveof thispaperis toassesstheeconomicprofitabilityof smallandhouse-
holdmanufacturingunits. For thispurpose,datafromthesurveyof Smalland
HouseholdManufacturingIndustries1983-84areusedto calculatetheeconomic
profitabilityof theseunits. The paperis dividedinto four sections.Mter an
Introduction,SectionII looksat DataandMethodology,SectionIII presentsthe
resultsanddiscussesmattersof policyrelevanceto thesmall-scalemanufacturing
industry.
TableI
GrowthofManufacturingSector
AnnualCompoundGrowthRate(%)
SOl/ree: Government of Pakistan (I 987; 1988,p. 109)
II. METHODOLOGY AND DATA
In thispaper,wehavecalculatedourestimatesoftheeconomicratesof return
for 1983-84for small-scaleindustriesfromthedataprovidedbytheSurveyof Small
andHouseholdManufacturingIndustriesforurbanareasonly. Datawerecollected
on the followingitemsof smallandhouseholdmanufacturingunitsseparately:
plantandmanchinery;landandbuildingandotherfixedassets.Dataonemploy-
mentcost,industrialcost,fuelcostsandonmiscellaneouscostswerealsocollected.
The amountof indirecttaxespaidby thesesmallandhouseholdmanufacturing
unitsis alsogiven. It should,however,benotedthatnoassetfiguresin theform
of landandbuildingareavailablefor householdunitsandnofiguresareavailable
for thefuelcostsborneby thehouseholdunits. Alsonodatawereprovidedfor
workingcapitalrequirements.For our analysiswethereforeassumedthesetobe
10percentof thetotalproductioncost. Dataarealsoprovidedonthetotalvalue
of outputfromwhichtherelevantcostscanbedeductedto arriveatvaluea.dded.
It shouldbeemphasizedthatallpricesgivenin thesurveyaremarketpriceswhich
havetobeadjustedbyvariousconversionfactorstoarriveateconomicprices.
The followingindustrieswerecoveredin thesurvey:Food,Beveragesand
Tobacco,Textile,WearingAparrelandLeather,WoodandWoodProducts,Paper
andPaperProducts,PrintingPublishing,ChemicalsandChemicalPetroleum,Coal
RubberandPlasticProductsDrugsandPharmaceuticals,otherchemicalproducts
suchasVarnishes,Cosmetics,SoapandDetergent,Non-metallicMineralProducts,
Pottery,ChinaandEarthenware,GlassandGlassProducts,IronandSteelBasic
Table2
Period
Total LargeScale SmallScale
1949-50- 1959-60 7.7 15.4 2.3
1959-60-1969-70 9.9 13.3 2.9
1969-70- 1979-80 5.4 4.7 7.6
1979-80- 1984-85 9.4 9.8 8.4
1985-86 7.5 7.2 8.4
1986-87 7.5 7.2 8.4
1987-88 7.6 7.3 8.4
1983-88(6thPlan) 7.7 7.5 8.4
ShareofDifferentManufacturingIndustriesin ValueAddedand
Employment(1983-84)
LargeScale SmallScale
Value Employ- Value Employ-
Added ment Added ment
Food,Beverages& Tobacco
Industry 21.8 15.9 28.8 17.1
Textiles 18.6 37.6 20.1 23.4
Leather& RubberProducts 5.0 3.0 1.3 1.1
Chemicals& ChemicalProcucts 17.8 7.8 1.8 1.6
Non-metallicMineralProducts 0.9 3.4 4.9 1.2
BasicMetal,Machinery&
TransportEquipment 28.2 20.6 12.9 17.3
Others 6.5 10.7 23.6 27.7
Total 100.0 100.0 100.0 100.0
Source:GovernmentofPakistan(1987;1988,p. 112)
878 MahmoodandSahibzada
Rateof Returnin SmallandHouseholdManufacturing 879
Industries,Non-ferrousMetalBasicIndustries,ElectricalMachinery,Apparatus,
Appliancesand Supplies,ScientificInstruments,OpticalInstrumentsHandicrafts,
SportsandAtWeticGoods,andOtherManufacturingIndustries. .
However,epairandservicestablishmentswhichdealtinshoes,cycles,watches
andclocks,radioandtelevision,motorcars,anddomesticelectricapplianceswere
not coveredin this survey.Theseactivitiesaremainlydirectedto thedomestic
consumermarket.Onlyactivitiesthathadindustrialapplicationssuchasrepairof
industrialplantandmachineryweredefinedasmanufacturingactivityandincluded
in thesurvey.
Sufficientdataareavailablein thesurveyfromwhichwecancalculatethe
netprofit aftersubtractingproductionandwagecostsfromtotaloutput,netof
indirectaxation.Thisnetprofit,whendividedby thecapitalstock,givestherate
of return,1 whichis anaveragefigureandis basedonmarketprices.
StandardConversionFactor
The StandardConversionFactor (SCF), which is an averagerelationship,2is
the ratioof the sumof importsandexportsat borderpricesto the sumof imports
at borderpricesplusimport taxesandexportsat borderpricesminusexporttaxes.
In algebraictermsit is expressedasfollows:
SCF = (T+M)
(M+Tm)+(X- Tx)
where
ConversionFactors
Themajoritemswhosemarketpricesareto beadjustedintoborderpricesare
givenbelowin threeseparatecategories.Thesearetradeditems;non-tradeditems
andskilledandunskilledlabour.In thefirstcategoryitemssuchasfuelandgross
outputareincludedfor adjustmentpurposes.In thecategoryitemssuchasland
andbuildings,electricityanddepreciationareincluded.Thethirdcategoryadjusts
themarketpricesofwages/salariespaidtounskilledandskilledlabour.Thenumera-
ine.inourexerciseto determinetheeconomicrateof returnisborderpriceswhich
areexpressedindomesticurrencyattheofficialexchangerate.
The followingthreeconversionfactorshavebeen.usedto adjustformarket
pricedistortions:
M
X
Tm
Tx
isthec.iJ. valueofvisibleimports;
isthef.o.b.valueofvisible xports;
isthevalueoftotalimportduties;and
isthevalueoftotalexportaxesminusexportsubsidies.
It hasbeenestimatedto be0.85(Weiss1979)and.909(Squire,Littleand
Durdag1979).In theabsenceof specificonversionfactorsforvariousnon-trading
items,theSCFhasbeenmadeuseof frequently.It shouldbestressedthatsuch
frequentuseof conversionfactorsbasedon averagerelationshipslike theSCF is
not recommendedin theliterature;it is suggestedthattheSCFbeusedonlyfor
minornon-tradedgoods,anditemsforwhichdetailedinformationislacking.How-
ever,manypublishedcasestudieshavehadtorelysignificantlyuponaSCF(Stewart
1978)andthiswastheexperienceof thePakistanStudy(Weiss1979).
1.
2.
3.
StandardConversionFactor;
ShadowWageRates;and
A ratioof valueaddedatworldpricesto valueaddedatmarketprices.
ShadowWageRates
Marketlabourcostshavebeenadjustedby ashadowwagerateof 0.75. This
ratehasbeenbasedontheWorldBank'srevisedestimatesof theeconomicvalueof
labourin theuncontrolledsectorwhichconsistsof mostlysmallandhousehold
manufacturing.It is alsoto benotedthatin ourstudyalargeproportionof the
labourforceis unpaid,mainlyhouseholdworkershelpingout. A labourcosthas
thusbeenimputedto theseworkersby multiplyingtheaveragemonthlywageby
the numberof workersin bothhouseholdandsmall-scalemanufacturing.These
costsarethenaddedto theactualwagecostsalreadygivenin thesurveytoarrive
atthetotalwagecost,admittedlyaroughandreadyprocedure.
A ratioof valueaddedatworldpricestovalueaddedatmarketpriceshasbeen
If thenumeraireisborderpricesexpressedindomesticcurrencyattheofficial
exchangerate,thenallinputsandoutputshavetobevaluedin termsofworldprices.
For estimatingthecostsof producingnon-tradedgoodsatworldpricesweneeda
specific onversionfactorwhichis theratioof theshadowpriceof agoodto its
domesticprice. In practice,dueto thelackof appropriatedata,anaverageconver-
sionfactorLe.,theStandardConversionFactorismade'useof.
'The calculationof therateof returnin thispaperis basedonthemethodologyfollowedin
ourearlierpaperby theauthors(1986).
2 SeeSquireandvanderTak [(1975)andBruce(1976)].
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Table3
EconomicRateof Returnin Small-scaleManufacturing
MarketValues'
(000Rs)
(I)
Conversion
Factor
(II)
EconomicValue
(000Rs)
(III)
(A) CapitalAccount
(a) FixedAssets
(i) PlantandMachinery
(ii) LandandBuildings
(iii) OtherAssets
(b) Depreciation
TotalA(a +b)
(B) ProductionCost
(a) EmploymentCost
(i) PaidLabour
(ii) ImputedtoUnpaid
Labour
Total(a)
(b) FuelCosts
(i) Electricity
(ii) Gas
(iii) OtherFuel
Total(b)
(C) OtherCosts
(D) RawMaterials
(E) WorkingCapital
(10Percentof ProductCost)
(F) IndirectTaxation(Rs)
(G) GrossOutput
(i) Exported(18%)
(ii) DomesticConsumption
Total(D)
(H) ValueAdded
1,936,695
2,514,620
127,416
330,809
4,909,540
1,307,515
165,145
1,472,660
494,505
39,531
103,792
637,828
225,701
9,869,879
1,220,607
9,046,520
3,318,148
15,116,007
18,434,155
7,709,793
.632
.913
.913.
.913
1,220,118.00
2,228,304.00
115,949.00
301,036.00
3,925,407.00
.754(.91)3 1,005,094.00
25
25
25
25
.913
.632
.63
.556
EconomicRateof Return = ValueAdded- WageCost -
CapitalCost - -
989,010.00
79,062.00
207,584.00
1,275,656.00
205,388.00
6,218,024.00
768,982.00
10,138,785.00
2,439,717.00
768,982 = 16.9%
3,925,407
Notes:'All valuesundercolumn I havebeentakenfrom the Surveyof SmallandHousehold
ManufacturingIndustry(Urban)1983-84.
2 The overall averagetariff rate.
3 Thestandardconversionfactorestimatedby theWorldBank.
4 Theshadowwagerate.
5 Doublingof fuel pricesasper roughruleof thumbby thePlanningandDevelopment
Division, Government of Pakistan.
6The ratio of value addedat world prices to value added at domestic pri<;;es. L_'
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Table4
EconomicRateof Returnin HouseholdManufacturing
MarketValues'
(000Rs)
(I)
Conversion
Factor
(II)
EconomicValue
(000Rs)
(III)
Notes: 'All valuesundercolumn I havebeentakenfrom the Surveyof SmallandHousehold
ManufacturingIndustry(Urban)1983-84.
2 The overall averagetariff rate.
3 Thestandardconversionfactor.
'The shadowwagerate.
5Theratioof valueaddedatworldpricesto valueaddedatdomesticprices.
(A) CapitalAccount
(a) FixedAssets
(i) PlantandMachinery 494,143 .632 311,310.00
(ii) LandandBuildings -
(iii) OtherAssets 508,545 .913 462,776.00
(b) Depreciation 99,226 .9P 90,296.00
Total(a+b) 1,101,914 864,382.00
(B) ProductionCost
(a) EmploymentCost
(i) PaidLabour 83,608
(ii) ImputedtoUnpaid
Labour 58,879
Total(a) 142,487 .754(.91)3 97,247.00
(b) FuelCosts
(i) Electricity
(ii) Gas
(iii) OtherFuel
Total(b)
(C) OtherCosts 29,046 .9P 26,432.00
(D) IndustrialCosts 1,356,839 .632 854,809.00
(E) WorkingCapital
(10Percentof Production
Cost) 128,837 .63 96,287.00
(F) IndirectTaxation(Rs) 571,179
(G) GrossOutput
(i) Exported(18%)
(ii) DomesticConsumption
Total(D) 2,264,846 .555 1,245,665.00
(H) ValueAdded 879,552 170,890.00
EconomicRateof Return= ValueAdded- WageCosts= 96,287 = 19.7%
CapitalStock 846,382
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usedin orderto allow for domesticpricedistortions. This ratiois .55,basedonan
unpublishedstudydoneat PIDE.
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Table3 presentstheeconomicrateof returnfor Small-scaleManufacturing.
Table4 doesthesamefor HouseholdManufacturing.In boththetablesmarket
priceshavebeenadjustedby the useof the relevantconversionfactorto their
economicvalues.For example,tradeableandtradedgoodshavebeenadjustedby
the averagetariff rate(.63):plantandmachineryandrawmaterialsfall in this
category.Grossoutput,netof indirectaxationhas)?eenadjustedby theratioof
valueaddedat worldpricesto valueaddedat domesticprices(.55). Fueland
electricitycharges,whereavailable,havebeenadjustedby doublingthemarket
prices,to arriveat theireconomicprice,a roughruleof thumbemployedby the
PlanningandDevelopmentDivision,Governmentof Pakistan.TheStandardCon-
versionFactor(SCF)wasusedagainsthoseitemsthatareconsideredto benon-
traded,e.g.LandandBuilding,OtherCostsetc.Theshadowagerateusedwas.75.
For small-scalemanufacturingtherateof returnwas16.9percent.Forhouse-
holdmanufacturing,theeconomicrateof returnwas19.7percent.Weshouldlike
to pointoutthattheseratesarejustapproximations- giventhatthedataonwhich
thesestimatesarebasedwereof lowquality.
Oneof themajorfactorsaffectingdataqualitywasthelevelof education,
giventhata largeproportionof thosesurveyedwereuneducatedandhencewould
not haverespondedappropriatelyto the questionnaire.Theywouldnot have
appreciatedthesignificancefor whichthedatawerebeingcollected.Also,small
andhouseholdmanufacturingunitsdo notmaintainaccountsof theirtransactions
overtheyear. Again,dataon fixedassetsi basedonoralestimatessuppliedbythe
respondentshemselvesratherthanonanydocumentaryevidence.Finally,figures
on employmentcost,industrialcost,othercostsandthevalueof productionwere
collectedmainlyonthecostsetc.thatprevailedin thepreviousmonth.Thesefigures
werethenmultipliedby twelveto arriveatannualfiguresforcostsincurredandthe
valueof productionproduced.Thus,giventheseshortcomingsof thedatabase,the
economicratesof returnestimatedshouldbetreatedwithsomecaution.Muchmore
work remainsto be done,in particularin improvingthedatabase,beforemore
meaningfulanalysiscanbeconducted.
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Commentson
"The Economic Rateof Return in Smalland Household
ManufacturingIndustries"
Shouldwethendrawtheconclusion,assumingworkingcapitalto constitute
thesameproportionof totalcapitalstockin boththeSS,andHMI, andtheLSMI,
thatthecompetitivecapitalmarkethastendedto equalizetheratesof returnacross
theseindustries?Sucha conclusionis far fromwarranted.Actually,thepresent
estimatesdonotseemto beveryreliable,primarilydueto thedatabasebeingused.
Thoughtheauthorshavewarnedabouttheunreliabilityof thedatayettheyhave
notcarefullyanalysedthedatato provideanideaof themarginof unreliability.
For example,theirdatayieldcapital-outputratiosof 1.61andHMI respectively
withoutthe workingcapital(thelatterdoesnot evenincludelandandbuilding
assets.ThecomparablefigureforLSMI fromtheirearlierstudyturnsouttobe1.79
withouttheworkingcapital(withworkingcapitalit is3.18).Thismeans,thateven
if wemakethegenerousassumptionthatvalueaddedperworkeristhesameinboth
theLSMI andthe SSandHMI (whichclearlyis unrealistic),thesmall-scalemanu-
facturingindustryis roughlyascapital-intensiveastheLSMI,whilethehousehold
manufacturingisevenmorecpaital-intensivethanthat.
Anotherindicationof theunreliabilityof datais providedbytheestimatesof
privateratesof return(whichtheauthorsfail to provide).Theseestimatesare
127percentand67percentfor SSandHMI respectively.Theseare,of course,
withoutincludingworkingcapital. Evenwhenwemakea liberaladjustmentfor
workingcapital(allowingit to be45percentof thetotalcapitalstock),wegetan
estimateof morethan87percentforsmall-scalemanufacturingindustry.Butthen
wedonotobservemuchrushof investmentintothisindustry.
The authorsbeginby underliningthe importanceof small-scale(SS) and
household(H) manufacturingindustries(MI) andpointoutthat,besidebeingpaid
lip service,theseindustrieshavegenerallybeenneglectedby the policy-makers.
Theythentry to substantiatetheirpointby estimatingthesocial- which,contrary
to theirusagein apreviouspaper,theynowoptto calleconomic- ratesof return
forthoseindustries.Sincetheirestimatedratesof returnturnouttobefairlyhigh
(in the30to 36percentrange)thereforetheirconclusionisthatSS,andHMIneed
moreattentionof thepolicy-makers.WhileitmaybetruethatSS,andHMIdeserve
moreencouragementthepresentpaperdoesnotsupportsucha conclusionwhen
subjectedtoacloserscrutiny.
Firstandforemosttheauthorsdonotcompareandcontrastthepresentrates
of returnwith thoseobtainedin theothersectorsof theeconomy,notevenwith
theirownestimatesfor large-scalemanufacturingindustries(LSMI)(Sahibzadaand
Mahmood1986).Sincewedo nothaveanyideaof thealternativeratesof return
(theopportunitycostof funds),no meaningfulconclusionscouldbe derivedby
lookingattheestimatedratesof returnperse.1
It seemsappropriateto comparetheircurrentestimateswiththosethatthey
obtainedfor LSMI (whicharein the16to 19percentrange).Whenweattemptto
do thiswequicklydiscoverthatthesetwo estimatesarenot readilycomparable.
Thisisbecausein thepresentestimation,unlikethepreviousones,'workingcapital'
hasnotbeenaccountedfor. Wearenotofferedanyexplanationfor suchanomis-
sion. My ownexercisewiththeirpreviousworkshowsthatif theworkingcapital,
whichaccountsfor almost45 percentof thetotalcapitalstockis excluded,the
ratesof returnestimates(in theneighbourhoodf 33percent)turnouttobemore
or lessidenticalto thepresentestimates,andit becomesdifficultto supporthe
hypothesisthatSS,andHMIhavebeenneglected.
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